UNI TED STATES BANKRUPTCY COURT
DI STRICT OF M NNESOTA

In re:
Dick M D vine and ORDER DENYI NG
Tammy L. Divine, CONFI RVATI ON

Debt ors. BKY 4-90-5443

At M nneapolis, Mnnesota, May 24, 1991

This case came on for hearing on the objections of the
Internal Revenue Service and the M nnesota Departnent of Revenue to
confirmation of the debtors' Chapter 13 plan. Kenneth E. Keate
appeared on behalf of the debtors. Douglas H nds, Speci al
Assistant United States Attorney, appeared on behalf of the
Internal Revenue Service and Thomas K. Overton, Special Assistant
Attorney CGeneral, appeared on behalf of the M nnesota Departnent of
Revenue. This court has jurisdiction pursuant to 28 U S.C
Sections 157 and 1334 and Local Rule 103(b). This is a core
proceedi ng under Section 157(b)(2)(L). Based on the nmenoranda and
argunents of counsel, and the file in this case, | nake the
foll owi ng menor andum or der .

FACTUAL BACKGROUND

In March of 1983, the debtors had H & R Bl ock prepare
their federal and state inconme tax returns for the years 1979,

1980, 1981, and 1982. The debtors did not file these returns.

On August 23, 1989, the debtors filed their federa
i ncome tax returns for the years 1985, 1986, 1987, and 1988 wi t hout
paynment of any tax. On various days in Cctober 1989, the IRS
assessed the tax on these returns and on April 13, 1990, the IRS
filed a Notice of Tax Lien for the 1985, 1986, 1987, and 1988 t ax,

i nterest and penalti es.

On August 7, 1990, the debtors filed their federal incone
tax returns for the years 1979, 1980, 1981, 1982, 1983, 1984, and
1989 wi t hout payment of any tax. On various days in October and
November of 1990 the I RS assessed tax, interest and penalties. The
debtors also filed their state incone tax returns for the years
1979- 1989 wi t hout paynent of any tax.

On Septenber 27, 1990, the debtors filed this Chapter 13
case. The debtors listed their home nortgage, a 1989 truck | oan
and the tax lien as secured debts. The only unsecured debts |isted
were their federal and state incone tax liabilities.

The IRS and the M nnesota Departnent of Revenue filed
clains for the tax, interest and penalties for the years 1979-1989.
The debtors have not objected to their clains.

DEBTORS' PROPCSED TREATMENT OF THE CLAI MS

Secured Cains The debtors propose to sell their home
within four years and pay off their honme nortgage and the IRS' s
secured claim The debtors' anticipate that approximtely
$28,550.00 will be available to apply to the IRS tax lien once they
sell their home. (FNL)

Footnote 1
Al though the plan itself is anbiguous, it is clear that the



equity fromthe sale of the hone is to pay only the IRS s secured
claim GVAC s secured claimw Il not be paid out of proceeds from
the sale of the debtors' hone.

End Foot note

Priority Cainms Paragraph 2 of the debtors' plan
provi des nonthly paynments of $400 to pay all priority clains in
full. Paragraph 6 sets up an artificial procedure to determ ne the
anmount of the priority clains.

Non-Priority Unsecured Cainms The plan separately
classifies the non-priority unsecured clainms into 2 classes, class
5 and class 6. Cdass 5, as proposed, consists of the non-priority
unsecured tax and interest on the tax clains except to the extent
it amounts to interest on penalties. The plan proposes to pay
class 5, 10%on the dollar. dCass 6 consists of unsecured
penalties and interest on penalties. Based on principles of
subordi nation, the plan proposes to pay nothing to class 6.

The I RS and Departnment of Revenue both objected to
confirmati on of the debtors' plan

DI SCUSSI ON

The dispute in this case revol ves around whet her the
debtors' plan properly treats the secured, priority unsecured and
non-priority unsecured clains of the IRS and the Departnent of
Revenue.

| RS SECURED CLAI M

The IRS filed a proof of claimon Decenber 4, 1990 and
amended that claimon Decenber 17, 1990. The IRS s claimfor tax,
interest and penalties totalled $94,547.49. Belowis a sunmary of
the IRS s claim

Dat e Dat e

Tax I nt er est Penal ty Fil ed Assessed
1979 513. 00 1, 279. 13 --(FN2) 8/ 7/ 90 10/ 15/ 90
1980 789. 00 1, 745.02 --(2) 8/ 7/ 90 10/ 15/ 90
1981 1, 528. 00 2,890. 77 --(2) 8/ 7/ 90 10/ 15/ 90
1982 2,914. 00 4,230.62 --(2) 8/ 7/ 90 10/ 8/ 90
1983 3, 809. 00 4,559.71 --(2) 8/ 7/ 90 10/ 8/ 90
1984 6, 212. 00 5, 863.78 --(2) 8/ 13/ 90 11/ 5/ 90
1985 5, 681. 00 4,194. 44 2,718.48 8/ 23/ 89 10/ 30/ 89
1986 7,583. 00 4,259. 33 3,564.01 8/ 23/ 89 10/ 9/ 89
1987 4,341. 00 1, 344.93 --(FN3) 8/ 23/ 89 10/ 16/ 89
1988 5, 028. 00 897. 85 --(3) 8/ 23/ 89 10/ 2/ 89
1989 4,720. 00 283.91 --(3) 8/ 7/ 90 10/ 1/ 90

Footnote 2

The total pre-petition penalty clained for the non-priority
unsecured tax liability for the years 1979-1984 is $8, 513. 04.
End Foot note



Footnote 3

The total pre-petition penalty clained for the priority
unsecured tax liability for the years 1987-1989 is $5, 084. 47.
End Foot note

The IRS' s claimis deened al |l owed because the debtors did
not object to the claimas filed. 11 U S.C. Section 502(a).

I nstead, the debtors chose to deal with their tax liabilities under
t he pl an.

As a matter of tax law, the IRS s tax |lien consists of
the total clains filed by the IRS for tax, interest and penalties.
The tax lien statute states:

If any person liable to pay any tax

negl ects or refuses to pay the sane after

demand, the amount (including any interest,

addi tional anmount, addition to tax, or

assessabl e penalty, together with any costs

that may accrue in addition thereto) shall be

alien in favor of the United States upon al

property and rights to property, whether rea

or personal, belonging to such person
26 U . S.C. Section 6321. Tax liens arise at the tine taxes are
assessed. 26 U S.C. Section 6322. Therefore, the lien for 1985-
1988 tax, interest and penalty arose in Cctober of 1989. The lien
for 1979-1983 and 1989 tax, interest and penalty arose in Cctober
of 1990. Finally the lien for the 1984 tax, interest and penalty
arose in Novenber of 1990. The IRS, by filing a Notice of Tax Lien
i n Hennepin County agai nst the debtors' honmestead, on April 13,
1990, perfected the lien for the 1985-1988 tax, interest and
penalties. Thus, the IRS has a perfected lien for the tax,
interest and penalties for the years 1985-1988 on the debtors
honest ead.

In this case, the IRS' s tax |ien exceeds the anount of
the debtors' home equity. Therefore, the IRS s claimis secured
only to the extent of the anpbunt of the hone equity, $28, 550.00.

11 U.S.C. Section 506(a). The remainder of the tax lien claim
becones an unsecured claim

VWhile it is clear what anount of the IRS claimis
secured, the debtors and the IRS di spute which years and what
el ements (tax, interest and penalty) are secured.

The debtors argue that the Suprene Court decision in,
United States v. Energy Resources Co., u. S , 110 S.Ct. 2139
(1990), permts themto determne the treatnment of different years
tax liability under the plan. Under this theory, the debtors' plan
classifies both the 1980-1984(FN4) tax and interest on tax and the
1980- 1989 penalties as a non-priority unsecured claim The plan
classifies a portion of the 1985-1988 tax and interest on tax as a
secured claimand a portion as priority and non-priority unsecured
clainms. (FN5) The 1989 tax and interest on tax is classified as a
priority unsecured claim

Footnote 4

The debtors' plan omits any treatnment of the tax liability
for the year 1979.

End Footnote

Footnote 5

The debtors indicate that the tax and interest on tax for
1985-1988 totals $31,471.95 of which $28,550 is secured and
$1,074.83 (representing the 1987 and 1988 unsecured portion) is



priority and $1,847.12 (representing the 1985 and 1986 unsecured
portion) is non-priority unsecured.
End Foot note

The I RS disagrees with the debtors as to the right to
determne the treatnent of the IRS s claim The IRS s anended
claimprovides that the secured claimw |l consist of the 1985 and
1986 tax, interest and penalties. The priority unsecured clains
wi Il consist of the 1987-1989 tax and interest. The 1979-1984 t ax,
interest and penalties and the 1987-1989 penalties will make up the
non-priority unsecured claim

Ener gy Resources Co. involved a corporation that filed
a Chapter 11 case. The issue in Energy Resources Co. was whet her
the debtor could apply paynents under a confirmed plan toward
"trust fund" taxes before other taxes. The debtors wanted to
ensure that if the reorgani zati on was not successful, the
i ndi vidual s responsible for collecting the taxes would be relieved
fromliability. The Court found that the bankruptcy court, through
its equitable powers, could order that the plan paynents be applied
to the trust fund taxes first when it is necessary for the success
of the reorgani zation. Energy Resources Co., at 2143.(FN6)

Footnote 6

The Suprene Court posed the issue as a question of the

bankruptcy court's power. More properly, the issue is whether the
debtor's plan was confirmabl e.

End Foot note

In this case, the debtors argue this hol ding should be
broadly construed to allow themto determ ne the amount of each tax
year liability and howit will be dealt with under the plan

Ener gy Resources Co., is distinguishable fromthis case
inthat it deals with the type of tax that will be paid first under
the plan. The debtors in Energy Resources Co., had to deal with
both trust fund and non-trust fund taxes. |If the plan was not
successful in satisfying the overdue trust fund taxes, the IRS
could look to the "responsible persons” to satisfy that tax
liability. The debtors in that case, wanted their plan paynents to
be applied to the trust fund taxes first to guarantee that the
responsi bl e persons would not |ater be held accountable for paynent
of the trust fund taxes. Notably however, the plan provided for
paying all taxes in full. It was only the order of paynent that
was in dispute

The debtors in this case want to decide the treatnent of
the tax liability for each tax year. The debtors propose to
all ocate portions of certain years' tax liability to a secured
status and allocate other portions to an unsecured status. This
method results in determining the total anobunt of the taxes,
interest and penalties the debtors will be required to pay under
the plan. The debtors' proposed plan mnimzes the anount they
woul d be required to pay, thereby, essentially allow ng nost of
their tax debt to be discharged. 1In this case, the debtors are
sinply attenpting to rearrange the tax clains in order to avoid
payi ng as nuch as possible. This is not what Energy Resources Co.
contenplated and | see no reason to apply the debtors' broad
interpretation of Energy Resources Co., to the facts of this case.

Al t hough neither the debtors nor the I RS gave nme any
gui dance as to how to best determ ne the anmount of the secured
claim (FN7) | have decided that using the date the taxes were assessed
is the appropriate nmethod to determne what tax liability is



secured and what liability is left as unsecured. 26 U S.C. Section
6322 states:
Unl ess another date is specifically fixed

by law, the lien inposed by section 6321 shal

arise at the tinme the assessnment is nmade and

shall continue until the liability for the

anount so assessed (or a judgnment against the

t axpayer arising out of such liability) is

sati sfied or beconmes unenforceabl e by reason

of | apse of tine.
Thus, tax liens attach in the order of their assessment. Since the
lien attaches once the taxes are assessed, the statute determ nes
the priority anong |iens based on the date of assessnment. The tax
lien filing only determnes the tax lien's priority as agai nst
other secured clainms. 11 U.S.C. Section 6323. The filing is the
equi val ent of perfection under the Uniform Commercial Code.
Therefore, I will rely on the date the taxes, interest and
penalties were assessed to determne what tax year liability is
secur ed.

Footnote 7

The IRS sinply argues that it is the 1985 and 1986 t axes,
interest and penalty that are secured wi thout stating any reason
Perhaps it sinply chose its earliest two years.

End Foot note

Al t hough the 1985-1988 tax returns were all filed on
August 23, 1989, the taxes were not assessed chronol ogically. The
returns were actually assessed as foll ows:

Dat e Assessed Tax Year
10/ 02/ 89 1988
10/ 09/ 89 1986
10/ 16/ 89 1987
10/ 30/ 89 1985

Using the I RS assessnent date as the basis to determ ne
what tax liability is a secured claimand what is left as an
unsecured claim | will begin with the first year actually
assessed, 1988. Since 26 U S.C. Section 6321 includes the anounts
for interest and penalties in determ ning what constitutes a tax
lien, I will subtract all of the tax, interest and penalty assessed
for 1988 from $28,550. The next step is to subtract the 1986 t ax,
interest and penalty fromthe remnai ni ng anount secured by the lien
Therefore, all of the 1988 and 1986 tax, interest and penalties are
secured clainms. Additionally, approximately 71% of the 1987 tax,
interest and penalty will be secured by the tax lien. The
remai ning 29% of the 1987 tax and interest and penalty and all of
the 1985 tax, interest and penalty becone unsecured cl ai ns.

O Tax I nt erest Penal ty

1988 5, 028. 00 897. 85 1, 759. 80( FN8)
secur ed secur ed secur ed

1986 7,583. 00 4,259. 33 3,564. 01
secured secured secured

1987 3, 076. 96 953. 31 1427.74
secured secured secured

1264. 04 391. 62 586. 52



unsecur ed unsecur ed unsecur ed

1985 5, 681. 00 4,194. 44 2,718. 48
unsecured unsecured unsecured
Thus, the secured claimof $28,550.00 will consist of the
1988, 1986 tax, interest and penalties and approximately 71% of the
1987 tax, interest and penalty.

Footnote 8

Based on the nunbers specified in the IRS s original and

anended clains, it is possible to determ ne the anount of penalty
assessed for each of the 1987, 1988, and 1989 tax years.

End Foot note

RS PRI ORI TY UNSECURED CLAI M
The RS s unsecured clains need to be classified as
priority or non-priority.(FN9)
Section 507, dealing with priorities, states:
(a) The foll owi ng expenses and clainms have priority in
the foll owi ng order:

(7) Seventh, allowed unsecured clains of governnenta
units; only to the extent that such clains are for--

(A) a tax on or mneasured by income or gross receipts--
(i) for a taxable year ending on or
before the date of the filing of the petition
for which a return, if required, is |last due,
i ncludi ng extensions, after three years before
the date of the filing of the petition
(G a penalty related to a claimof a kind
specified in this paragraph and in
conpensation for actual pecuniary |oss.
11 U.S.C. Section 507(a)(7).

Footnote 9

This is inportant since a Chapter 13 plan nust provide ful
paynment for priority claims. 11 U S.C. [1322(a)(2).

End Foot note

I will deal first with the remaining 29% of the 1987 t ax,
interest and penalties. The tax due for 1987 falls under Section
507(a)(7)(A) (i), as tax due after three years before the date the
petition was filed. Therefore, the remaining 29% of the 1987 tax
shoul d be classified as a priority unsecured claim The remaini ng
interest for 1987 is also entitled to priority status. Under
Section 507(a)(7)(GQ, the interest is considered to be a penalty to
conpensate the government "for the noney's nonavailability during
t he nonpaynent period."™ 1In re Craner, 110 B.R 111, 119 (Bktcy.
N.D.N. Y. 1988) rev'd in part In re Craner, 110 B.R 124 (N.D.N. .
1989). Thus, the remaining 29% of the 1987 tax and interest,
totalling $1,655.66, are to be classified as a priority unsecured
claim

The remai ning 29% of the penalty portion of the 1987 tax
l[iability is not entitled to priority under Section 507(a)(7)(Q.
The penalty assessed agai nst the debtors was not to conpensate the
governnment for actual pecuniary loss. 1d., at 120. The additiona
assessed penalty is punitive in nature and not entitled to
priority. 1In re Henderberg, 108 B.R 407, 417 (Bktcy. N.D.N.Y.
1989). Therefore, the remaining penalty claimof $586.52 is not



entitled to priority unsecured status.

The sane analysis also applies to the entire 1989 tax
liability. The tax and interest totalling $5,003.91, are entitled
to priority status under Section 507(a)(7)(A & (G. Since the
penalty claimis punitive in nature, the 1989 penalty cl ai m of
$1,310.41 is not entitled to priority status.

I RS NON- PRI ORI TY UNSECURED CLAI M

The remai nder of the tax clains are not entitled to
priority under any subsection of Section 507(a). Therefore, the
remai nder of the tax clainms are to be classified as non-priority
unsecured clainms. (FN10) The non-priority unsecured clainms wll consist
of the tax, interest and penalties for the tax years of 1979-1985
totalling $57,440.99, and 1987 and 1989 penalties totalling
$1, 896. 93

Foot note 10

Since there are no other unsecured creditors, it is not

cl ear why the debtor did not put all the unsecured clains in one
cl ass.

End Foot note

SUMVARY OF THE | RS CLAI M
Therefore, | find:
The I RS secured cl ai mconsists of:
1988 tax, interest and penalty of $7,685.65;
1986 tax, interest and penalty of $15, 406. 34;
1987 71% of the tax, interest and penalty of $5,458.01
Total $28,550. 00

The priority unsecured cl ai mconsists of:
1987 29% of the tax and interest of $1,655. 66;
1989 tax and interest of $5,003.91

Total $6, 659.57

The non-priority unsecured clai mconsists of:
1979-1985 tax, interest and penalty of $57,440.99;
1987 penalty of $586.52;

1989 penalty of $1,310.41.
Total $59, 337.92
DEPARTMENT OF REVENUE CLAI M

In August of 1990, the debtors filed their state incone
tax returns for years 1979-1989 wi thout paynent of any of the tax
liability. The M nnesota Departnent of Revenue assessed the tax
for these 10 years on August 6, 1990. The Departnent of Revenue
filed a priority unsecured claimtotaling $10,104.42 in tax and
interest and an unsecured claimfor $1,795.37 in penalties.

As with the IRS claim the debtors did not object to the
claimfiled by the Departnent of Revenue and instead chose to dea
with their state tax liability through paynents under their plan

The debtors' plan proposes to treat the tax and interest
on tax for the years 1987, 1988, and 1989 as a priority unsecured
claimand the renmai nder of the claimas a non-priority unsecured
claim The Department of Revenue objects to this classification of
the claim The Departnent of Revenue clains that all of the tax
and interest should be treated as a priority unsecured cl ai munder
11 U.S.C. Section 507(a)(7)(A) and that the penalty should be
treated as a non-priority unsecured claim

As di scussed earlier with respect to the IRS claim under
Section 507(a)(7)(A) & (G the Departnment of Revenue has a priority
unsecured claimfor the 1987-1989 tax and interest anounting to



$1,722.70. The renai nder of the Departnment of Revenue's claim the
1979- 1986 tax and interest and the 1979-1989 penalties totalling
$10, 177.09, is a non-priority unsecured claim
EQUI TABLE SUBCRDI NATI ON

Section 510 allows for subordination of certain
agreenments and clainms. Section 510(c) deals with the principle of
equi t abl e subordi nation. Specifically Section 510(c) states:

(c) Notwi thstandi ng subsections (a) and
(b) of this section, after notice and a
hearing, the court may--

(1) under principles of
equi t abl e subordi nati on, subordi nate
for purposes of distribution all or
part of an allowed claimto all or
part of another allowed claimor all
or part of an allowed interest to
all or part of another allowed
interest;.
11 U.S. C. Section 510(c).
The debtors propose two different kinds of equitable
subordi nation under their plan
1. The debtors want the IRS s secured penalty claim
subordinated to all other secured and unsecured clains.
2. The debtors want the IRS s and the Departnent of
Revenue' s unsecured penalty clains subordinated to all other
unsecured cl ai ns.
In the past, subordination was only avail abl e when a
creditor engaged in sone form of inequitable conduct. \Wegner v.
Grunewal dt, 821 F.2d 1317, 1323 (8th G r. 1987)(citing Pepper v.
Litton, 308 U S. 295 (1939); Farnmers Bank of dinton v. Julian, 383
F.2d 314, 322-23 (8th CGr.), cert. denied, 389 U S. 1021 (1967); In
re Kansas City Journal -Post Co., 144 F.2d 791 (8th Cir. 1944)).
InIn re Mbile Steel Co., the Fifth Crcuit described
condi ti ons when application of equitable subordination is
appropri ate:
(i) The claimnt nust have engaged in sone
type of inequitable conduct.

(ii) The m sconduct nust have resulted in
injury to the creditors of the bankrupt or
conferred an unfair advantage on the clai nant.

(iii) Equitable subordination of the claim

must not be inconsistent with the provisions

of the Bankruptcy Act.

In re Mobile Steel Co., 563 F.2d 692, 700 (5th G r. 1977)(citations
omtted).

Recently, when dealing with subordination of tax cl ains,
courts have all owed subordination of the tax penalty out of
fairness to the other creditors, rather than | ooking for
i nequi tabl e conduct on the part of a creditor. Schultz Broadway
Inn v. US., 912 F.2d 230, 234 (8th Cr. 1990).

InIn re Merwede, the court addressed the issue of
equi tabl e subordination in a Chapter 13 case and concl uded:

Al t hough earlier decisions did not permt

t he equi tabl e subordi nati on of clains unless

the claimng creditor was guilty of sone

m sconduct, courts now recogni ze that the

subordination of penalty clains is necessary



to avoid the inequity of requiring innocent

creditors to share the cost of a debtor's

m sconduct .
In re Merwede, 84 B.R 11, 14 (Bktcy. D.Conn. 1988); see al so
In re Virtual Networks Services Corp., 902 F.2d 1246 (7th Cr.
1990); In re Vitreous Steel Products Co., 911 F.2d 1223 (7th Cr.
1990). This rational developed in part after courts | ooked to see
how Chapter 7 cases dealt with penalty clainms. Schultz Broadway
Inn, at 233-34. Under Chapter 7, paynents for penalty clains are
fourth on the list for priority distribution. 11 U S.C. Section
726(a)(4). This neans that penalty clains will not be paid unless
all other unsecured clainms get paid in full. Al though this
general |y does not happen, the rationale that some unsecured
creditors should not reap the benefit of payment of penalty clains
to the detrinment of the other unsecured creditors, has carried over
to Chapter 11 and Chapter 13 cases. |In this case, | do not have to
decide if this rational is correct, for even if the analysis is
correct, it does not help the debtors.

Secured Penalty Cains The courts which have accepted
this rationale have not dealt with the question of whether secured
penalty clains can be subordinated to the clains of genera

unsecured creditors. | see no basis to extend the subordination
rati onale to secured penalty clains. Equitable subordination is
all owed to ensure fairness anong the unsecured creditors. 1In the

absence of inequitable conduct, subordination has no applicability
to secured penalty cl ains.

Unsecured Penalty C ainms Subordination of unsecured
penalty clainms is allowed to ensure fairness to other unsecured
creditors. In this case, there are no other unsecured creditors.
Utimately, under the debtors' plan the same anount of noney woul d
go to the sane creditors (the IRS and the Department of Revenue)
whet her or not subordination of the unsecured penalty clains
occurs. Therefore, equitable subordination is not available in
thi s case.

BAD FAI TH

Both the IRS and the M nnesota Departnment of Revenue
object to confirmation of the debtors' plan on the basis that the
pl an was proposed in bad faith. Because the plan's treatnent of
secured, priority and unsecured clainms is inconsistent with this
opi nion, the plan is unconfirmable and I do not have to reach the
i ssue of whether the plan was proposed in bad faith.

CONCLUSI ON

The debtors' plan cannot be confirmed because it does not
comply with 11 U S.C. Section 1322.

THEREFORE, | T | S ORDERED:

Confirmation of the debtors' plan dated Septenber 20,
1990 and filed Septenber 27, 1990, is denied.

ROBERT J. KRESSEL
CH EF UNI TED STATES BANKRUPTCY JUDGE



